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(Continued)

HE COMMITTEE on auditing procedure recently issued a statement

T

(Bulletin No. 5) in which it incorporated a modified short form of
accountant's report or opinion which it understood would be acceptable to the Securities and Exchange Commission in the normal case for
use in connection with financial statements filed with the Commission.
The committee also called attention to other changes in the Commission's revised rule on "accountants' certificates" which in special
cases would have an effect upon the accountant's report. These are
now dealt with in greater detail and, for convenience, the revised rule
and the accompanying release of the Commission are appended
herewith.
Under subsection (b) (i) "if with respect to significant items in the
financial statements any auditing procedures generally recognized as
normal have been omitted, a specific designation of such procedures
and of the reasons for their omission" is required. The bulletin, "Extensions of Auditing Procedure," issued by the American Institute of
Accountants under date of October 18, 1939, stated that, if in the
judgment of the auditor it was not practicable and reasonable in the
circumstances of a given engagement to undertake the extended
auditing procedures regarding inventory quantities and/or confirmation of receivables and he had satisfied himself by other methods regarding those assets, no useful purpose would be served by requiring
an explanation in the auditor's report. However, under the Commission's rule a specific designation of the procedures omitted is required and also of the reasons for their omission. According to the
Commission's release accompanying the rule "the designation of procedures omitted would be confined to primary auditing requirements
which have been recognized as normal auditing procedures as, for
example, the circularization of receivables, and would not extend to
detailed or mechanical steps." This may be regarded as defining the
word "procedures" as used in the rule.
Subsection (b) (ii) of the role deals with conformity with "generally
accepted auditing standards" and the release states that "in referring
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to generally accepted auditing standards the Commission has in mind,
in addition to the employment of generally recognized normal auditing
procedures, their application with professional competence by properly trained persons," and that "in referring to generally recognized
normal auditing procedures the Commission has in mind those ordinarily employed by skilled accountants and those prescribed by
authoritative bodies dealing with this subject, as for example the
various accounting societies and governmental bodies having jurisdiction." These in turn may be regarded as definitions of the term "generally accepted" and the term "auditing standards" as used in the rule.
A distinction was drawn by the Commission in its discussions with
the committee between auditing standards and auditing procedures.
Auditing standards may be regarded as the underlying principles of
auditing which control the nature and extent of the evidence to be
obtained by means of auditing procedures. In regard to inventory
pricing, for example, auditing standards would require the auditor
to satisfy himself by reasonable evidence and approved methods that
the prices had been determined on a basis that was recognized as
generally accepted in the circumstances. Procedures would embrace
the details of his work, whether he satisfied himself by reference to
cost records, purchase invoices, published quotations, subsequent
selling prices, gross-profit test, retail method or any or all of these and
other methods. The committee believes this distinction between
standards and procedures has not been drawn with sufficient clarity
in accounting literature and should be emphasized more than it is.
Subsection (b) (ii) is thus evidently intended to require the auditor
to assure the reader that the examination would stand up in comparison with what competent auditors would have felt necessary in the
particular case. The term "generally accepted auditing standards
applicable in the circumstances" does not imply a representation that
in the particular case all procedures were followed which would be
followed in the majority of all cases. It rather implies evidence which
accountants generally would consider adequate in the particular
circumstances.
Subsection (b) (iii) requires a statement "whether the audit made
omitted any procedure deemed necessary by the accountant under
the circumstances of the particular case." In the view of the Commission as expressed in the covering release the circumstances of a particular case "may call for the extension of normal procedures or the
employment of additional procedures." Tests which might be adequate
in normal circumstances might, under the circumstances of a particular case, be insufficent, due perhaps to lack of adequate internal
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control or for other causes. This has long been recognized by the profession and is inherent in the phrase commonly used in describing the
scope of the examination, "by methods and to the extent we deemed
appropriate."
The Commission makes it mandatory that appropriate consideration be given to the adequacy of the system of internal check and
control, following the standard set forth in the report, "Extensions of
Auditing Procedure," and in accounting discussion and literature
during recent years. The succeeding sentence, "Due weight may be
given to an internal system of audit regularly maintained by the use
of auditors employed on the registrant's own staff," is permissive. N o
reference is made to the work of internal auditors who may be employed by a subsidiary of the registrant but, as the sentence is permissive and not restrictive, the committee does not consider the omission
serious. Where circumstances surrounding an internal audit made by
employees of a subsidiary are such as to justify a measure of reliance
upon it, the committee believes the auditor should give due weight to
it also as constituting part of the system of internal control.
In subsection (c) the matters on which the opinion of the accountant
is required are made more specific and are also somewhat extended.
Subsection (c) (ii) refers to rule 3-07. Rule 3-07, as amended, now
deals not only with significant changes in accounting principle or
practice, but covers also "any significant retroactive adjustment of the
accounts of prior years"; and under (c) (ii) the opinion of the accountant as to any such significant changes or adjustments is required. The
committee understands that the term "any significant retroactive
adjustment" is not intended to cover the ordinary type of "surplus
adjustments," but rather items which have significant bearing upon
previous years' accounts (e.g., settlement of a substantial lawsuit
charged to surplus or retroactive adjustment of depreciation provision),
or adjustments which might affect the basis on which the accounts,
have previously been stated. Under the latter category would come
such adjustments as a change in the basis of stating fixed assets from
appraised value to cost or vice versa, the setting up by a utility for the
first time of unbilled revenue at the end of a year, or the writing off of
deferred charges, and similar adjustments which, if applied, would
have had a significant effect on the accounts of a prior year. It is, of
course, impossible for the committee to give an inclusive description
of the types of adjustments which may be involved, but probably
every important adjustment of surplus, and possibly other important
adjustments, will require to be considered to determine whether they
come within the scope of this rule requiring an expression of the ac-
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countant's opinion. The opinion doubtless will cover the propriety of
the adjustment from an accounting standpoint and the manner in
which it has been dealt with in the statements.
Subsection (c) (iii) contains a new requirement. It relates to differences between the books as finally closed and the financial statements,
and will probably be applicable only in rare instances. It is not intended to embrace the normal adjustments and eliminations consequent upon the preparation of consolidated statements.
Additional opinions to be expressed by the accountant will occasionally be required under (c) (ii) and (c) (iii), but the form of these
will be influenced so much by the circumstances involved that no
standard form can be suggested. The committee suggests, however,
that matters to be dealt with under these subsections be incorporated
in separate paragraphs between the first and final paragraphs of the
standard form and that the accountant specifically express his opinion
on the various matters in those intermediate paragraphs. In the final
or opinion paragraph it will then be unnecessary to repeat such comments or opinions, though reference to them may be required; for
example, if there has been a change in accounting principle or practice, the last clause of the opinion paragraph might read: "in conformity with generally accepted accounting principles applied on a basis
consistent, except as set forth in the next preceding paragraph, with
that of the preceding year."
The revised rule is, of course, applicable only to reports filed with
the Commission. As a practical matter, however, practising accountants may in course of time consider it advisable to apply the same
standards of disclosure in reports for other purposes also, though the
old form will doubtless continue to be used for an intermediate period.
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APPENDIX
SECURITIES AND EXCHANGE COMMISSION

Securities Act of 1933
Release No. 2460
Securities-Exchange Act of 1934
Release No. 2776
Accounting Series
Release No. 21

February 5, 1941

The Securities and Exchange Commission today announced the adoption of amendments to rules 2-02 and 3-07 of Regulation S-X, which are designed to correct certain
defects disclosed by the Commission's studies of accountants' certificates. Regulation
S-X governs the form and content of financial statements required to be filed on form
A-2 under the securities act of 1933 and most of the forms promulgated under the
securities-exchange act of 1934. The amendments become effective March 1, 1941.
At the time of the adoption of Regulation S-X it was stated that "In view of the
pending proceedings in the matter of McKesson and Robbins, Incorporated, and
several other cases, the rules governing certification by accountants, although altered
and clarified in some respects, have been retained in substantially the form now found
in the General Rules and Regulations under the securities act of 1933 and the several
major forms under the 1933 and 1934 acts. Upon completion of these proceedings,
however, such rules are to be considered with a view to revisions deemed necessary as
a result of these cases."
The form of the accountant's certificate was considered at some length in the
Report of Investigation, In the Matter of McKesson & Robbins, Inc. The following conclusions reached on this subject are quoted from pages 434-435 of the report: *
. . it appears to us that the following principles should be adopted respecting the
form and content of accountants' certificates in order to avoid possibility of confusion
in the future.
"The work done should be described as the auditor sees fit and any desired information concerning the accounts may be stated. While we do not think that each audit
step should necessarily be set forth, it is to be hoped that really descriptive language
will be used as distinguished from a standard form based upon procedures set forth in
a bulletin neither of which is referred to in the certificate. While the road is left clear
to the auditor to describe in his own language what he has done and what he has found,
we suggest one positive requirement in this connection. The certificate should state as
part of the description of the scope of examination every generally recognized normal
auditing procedure which has been omitted and the reasons for the omission.
"We believe that, in addition to the present expression of opinion that the company's position and results of operations are fairly presented by the accounts, the accountant should certify that the examination conducted was not less than that necessary in order to form the foregoing opinion. This statement may well replace the one
generally in use in certificates prior to the present hearings in which the only reference
to the examination in the opinion paragraph was in the words 'based upon such examination' or 'subject to the foregoing' following 'In our opinion.' Besides not definitely
stating whether the examination was sufficient in scope, these words would seem to
incorporate all prior references to the examination in the preceding paragraphs of the
* Copies of the report may be obtained from the Superintendent of Documents, United
States Government Printing Office, Washington, D. C., price 60 cents.
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certificate and base the auditor's opinion thereupon without specifically stating
whether those references were purely descriptive or in the nature of exceptions. Exceptions to the scope of the audit or to the accounts should be expressly so stated in the
same sentence as the certification as to the scope of the audit and the opinion as to the
accounts, respectively. Exceptions may be incorporated by reference in such sentences
but must be specifically designated as 'exceptions.' If any required information has
been withheld by the client or access to records denied these facts should, of course,
be treated as exceptions.
"We said above that the auditor should certify that the examination was not less than
the required minimum of accepted practice both as to procedures and the manner of
their application. While accountants may not be able to certify as to the correctness of
the figures appearing on the financial statements in the sense of guaranteeing or warranting their correctness but can merely express their opinion with respect to them, we
do think they can and should certify that the examination, on which their opinion as
to the financial statements was based, was at least equal to professional requirements."
Amendments of the rules as to accountants' certificates have for some time been the
subject of correspondence and discussion between committees representing the American Institute of Accountants, the Controllers Institute of America, and the American
Accounting Association, and numerous individual accountants and members of the
Commission's staff. During this time the suggestions made by individuals as well as by
the committees have been given careful consideration and a number of them embodied in drafts of the rules which have been made available to the cooperating committees and individuals for further criticism. Successive revisions and criticism have
resulted in the revised rules now adopted by the Commission.
The revised rule 2-02 sets forth requirements as to the contents of the accountant's
certificate and is divided into four sections.
Section (a) states certain technical requirements and involves no change from
previously existing rules.
Section (b) contains the requirements for the accountant's representations as to the
nature of the audit which he has made. Under subdivision (i) the accountant must
give a reasonably comprehensive description of the scope of the audit which he has
performed. In accordance with the opinion of the Commission in the McKesson
report, the subdivision also requires that, if any generally recognized normal auditing
procedures have been omitted with respect to significant items in the financial statements, such omissions shall be stated with a clear explanation of the reasons for such
omission. It is contemplated that designation of procedures omitted would be confined
to the primary auditing requirements which have been recognized as normal auditing
procedure, as for example, the circularization of receivables, and would not extend to
detailed or mechanical steps. Since in particular circumstances such omissions may be
proper, the specification of such omissions and the reasons therefor in connection with
the description of the audit would not be considered as exceptions or qualifications
unless specifically so noted in connection with subsection (ii) which requires that the
accountant shall state whether the audit was made in accordance with generally accepted auditing standards applicable in the circumstances. In referring to generally
recognized normal auditing procedures the Commission has in mind those ordinarily
employed by skilled accountants and those prescribed by authoritative bodies dealing
with this subject, as for example, the various accounting societies and governmental
bodies having jurisdiction. In referring to generally accepted auditing standards the
Commission has in mind, in addition to the employment of generally recognized
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normal auditing procedures, their application with professional competence by
properly trained persons. The Commission further recognizes that the individual
character of each auditing engagement and the facts disclosed through a vigilant,
inquisitive, and analytical approach by the auditor may call for the extension of
normal procedures or the employment of additional procedures. Therefore, subsection
(iii) requires that the accountant also state whether he omitted any procedure deemed
necessary by him under the circumstances of the particular case.
Paragraphs two and three of section (b) incorporate provisions of previous rules and
add the requirement that "appropriate consideration shall be given to the adequacy
of the system of internal check and control," thus emphasizing the importance of this
basic element.
Section (c) concerning the opinion of the accountant as to the financial statements
covered by the certificate and the accounting principles followed is for the most part a
restatement and clarification of previous rules.
Section (d) includes an important change from previous rules, in that it requires in
addition to a clear identification of all exceptions that, to the extent practicable, the
effect of each exception on the related financial statements be given. A clear explanation of the effect on the financial statements of the use of accounting principles to
which exception is taken is deemed necessary if the statements are not to be misleading
to investors.
Rule 3-07 incorporates the new requirement that if "any significant retroactive
adjustment of the accounts of prior years has been made at the beginning of or during
any period covered by the profit-and-loss statements filed, a statement thereof shall be
given in a note to the appropriate statement, and if the . . . adjustment substantially
affects proper comparison with the precedingfiscalperiod, the necessary explanation."
The text of the Commission's action follows:
AMENDMENT N o . 3 TO REGULATION S - X

The Securities and Exchange Commission, acting pursuant to authority conferred
upon it by the securities act of 1933, particularly sections 7 and 19 (a) thereof, and the
securities-exchange act of 1934, particularly sections 12,13, 15 (d) and 23 (a) thereof,
and finding such action necessary and appropriate in the public interest and for the
protection of investors, and necessary for the execution of the functions vested in it by
the said acts, hereby amends rules 2-02 and 3-07 of Regulation S-X to read as follows:
"Rule 2-02. Accountants' Certificates
"(a) Technical requirements
"The accountant's certificate shall be dated, shall be signed manually, and shall
identify without detailed enumeration the financial statements covered by the
certificate.
"(b) Representations as to the audit
"The accountant's certificate (i) shall contain a reasonably comprehensive statement as to the scope of the audit made including, if with respect to significant items in
the financial statements any auditing procedures generally recognized as normal have
been omitted, a specific designation of such procedures and of the reasons for their
omission; (ii) shall state whether the audit was made in accordance with generally
accepted auditing standards applicable in the circumstances; and (iii) shall state
whether the audit made omitted any procedure deemed necessary by the accountant
under the circumstances of the particular case.
"In determining the scope of the audit necessary, appropriate consideration shall
be given to the adequacy of the system of internal check and control. Due weight may

51

Statements on Auditing Procedure
be given to an internal system of audit regularly maintained by means of auditors
employed on the registrant's own staff. The accountant shall review the accounting
procedures followed by the person or persons whose statements are certified and by
appropriate measures shall satisfy himself that such accounting procedures are in fact
being followed;
"Nothing in this rule shall be construed to imply authority for the omission of any
procedure which independent accountants would ordinarily employ in the course of an
audit made for the purpose of expressing the opinions required by paragraph (c) of
this rule.
"(c) Opinions to be expressed
"The accountant's certificate shall state clearly:
"(i) the opinion of the accountant in respect of the financial statements covered by
the certificate and the accounting principles and practices reflected therein;
"(ii) the opinion of the accountant as to any changes in accounting principles or
practices, or adjustments of the accounts, required to be set forth by rule 3-07;
and
"(iii) the nature of, and the opinion of the accountant as to, any significant differences
between the accounting principles and practices reflected in the financial statements and those reflected in the accounts after the entry of adjustments for the
period under review.
"(d) Exceptions
"Any matters to which the accountant takes exception shall be clearly identified, the
exception thereto specifically and clearly stated, and, to the extent practicable, the
effect of each such exception on the related financial statements given.
"Rule 3-07. Changes in Accounting Principles and Practices
"If any significant change in accounting principle or practice, or any significant
retroactive adjustment of the accounts of prior years, has been made at the beginning
of or during any period covered by the profit-and-loss statements filed, a statement
thereof shall be given in a note to the appropriate statement, and, if the change or
adjustment substantially affects proper comparison with the preceding fiscal period,
the necessary explanation."
The foregoing action shall be effective March 1, 1941.
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